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Legal-Accounting Features of the Ohio General
Corporation Act
By Hugh A. Sherer
A corporation organized under the general corporation act of
Ohio is required to keep and maintain adequate and correct
accounts of its business transactions including accounts of its
assets, liabilities, receipts, disbursements, gains, losses, stated
capital and shares, together with certain other particular accounts
(G. C. 8623-63).
This section, with sections 37, 38, 39, 40 and 41, necessitates a
bookkeeping system of the double-entry type. Section 38 sets
forth certain particular accounts in addition to those mentioned
in section 63 which are required to be kept on a corporation’s
books. These are in the nature of surplus or net-worth reserve
accounts and represent “tagging” of certain portions of the net
worth according to derivation.
Authorized capital stock denotes that amount of stock which a
corporation is permitted by its articles to issue. The original
amount is provided in the original articles as drawn by the incor
porators, but such amount is subject to revision by either increase
or reduction (G. C. 8623-14-e). Incidentally the right to revise
authorized capital stock is not inherent (14 C. J., section 723;
Winters vs. Armstrong, 37 Fed. 508; and 7 Ruling Case Law 202).
In Ohio the right is purely statutory (10 O. Jur., page 257). This
right rests with the shareholders unless expressly conferred by
statute on the directors (Mannington vs. Railway, 9 O. N. P.
(N. S.) 641).
The principal accounting features of the Ohio general corpora
tion act are concerned with the questions of stated capital, re
serves and dividends. Naturally any question which involves
any one of these subjects has a bearing on both of the others by
reason of the fact that the amount available for dividends depends
directly upon the amounts of reserves, stated capital and surplus.
Most of the accounting features of the general corporation act are
accordingly grouped in sections 37, 38, 39, 40 and 41, as above
indicated.
Stated capital is primarily an accounting term written into the
statute and came into general use for the first time in 1927 upon
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the codification of the Ohio general act. It denotes a more or less
permanent investment in the business of a corporation. It is not
generally subject to withdrawal in dividends (Railway vs. Tennes
see, 153 U. S. 468; 55 A. L. R. 12; Miller vs. Ratterman, 47 O. S.
141 and Mente vs. Groff, 10 O. N. P. 148).
Stated capital has been sometimes described as being a bench
mark from which the amount of capital of a corporation available
for distribution as dividends may be computed. It is, however,
subject to considerable variation by way of increase and reduction
as provided by statute, further comment on which will appear
hereafter.
Stated capital is thus seen to be homologous and to a consider
able extent analogous to the personal accounts in individual
and partnership bookkeeping. The common origin is the pro
prietary investment, but the uses of the two accounts differ
considerably, withdrawals from stated capital being subject to
much more statutory limitation than withdrawals from personal
accounts.
Increases in stated capital may arise from acquisition of new
capital, i. e., consideration for issuance of shares; by appreciation
in value of assets; or by transfer to stated capital from surplus or
reserve accounts.
The first method is the most common and is so simple as to
deserve no more than passing mention. It is merely the credit
entry necessary to balance the debit to an asset account upon the
acquisition of new capital.
The second method is subject to statutory regulation requiring
action by the directors (G. C. 8623-38). It is susceptible to
some abuse, despite the statutory provision that any excess of
assets arising by revaluation of assets is not available for cash
dividends. It will be noted that it is only necessary to reduce
stated capital and to distribute the excess of assets as authorized
by G. C. 8623-40 in order to avoid the limitation of G. C.
8623-38, which required the capitalization of any excess of assets
arising by appreciation. The fact that reduction of stated capital
requires a vote of the shareholders, however, does afford the safe
guard of a notice to them as to the source of assets distributed and
makes a public record of such reduction in the office of the secre
tary of state available to creditors. (See comment of Ohio bar
committee on codification of Ohio corporation laws, fifth draft,
December 28, 1926.)
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The third method of increase of stated capital sometimes in
volves only a journal entry capitalizing reserves, the necessity for
maintaining which no longer exists. More often, however, it is a
transfer of surplus to stated capital, coincident with the declara
tion of a share dividend. The effect of a share dividend from a
legal and accounting viewpoint is to reduce the amount immedi
ately available for actual dividends. The psychological effect on
shareholders is commonly considered to be good, for the reason
that it records on the company’s books an increase in permanent
capital; but the real significance is about the same as exchanging
ten pounds of large potatoes for the same weight of smaller
potatoes.
Reduction of stated capital is authorized in the manner pro
vided in section 39 of the act. Reduction may be accomplished in
several ways; first, by a redemption of shares subject thereto;
second, by retirement of treasury shares; third, by a transfer from
stated capital to another net-worth account.
Either of the first two methods involves a purchase by a cor
poration of its own shares. The law in respect to purchase by a
corporation of its own shares has now become somewhat liberal
ized from the original English rule that such purchases were
unlawful except in certain rare cases, such as the compromise of a
debt of doubtful value. The English rule seems largely to have
been followed even today by Canadian courts.
The American decisions on this question range very widely.
The Illinois rule is set forth in the case of Clapp vs. Peterson, 104
Ill. 26 (1882). This case holds that net assets after the purchase
must equal the stated capital prior to the purchase. This is the
trust-fund theory, so called, and is widely followed, with certain
modifications, in numerous decisions. Thus in 3rd Dec. Dig.
section 67, it is stated that the amount of reduction of capital
upon the purchase of shares should be carried in the “surplus
capital” account.
The rule that purchase of the corporation’s own shares should
be made only out of surplus is supported to a certain extent by the
decisions in cases of Grasselli Chemical Company vs. Aetna Powder
Company, 258 Fed. 66 (N. Y. statute) and Du Pont vs. Du Pont,
242 Fed. 98 (N. J. statute).
The opposite rule holds that purchase of its own shares by a
corporation is limited only by the test of solvency after such
purchase, as set forth in the case of Marvin vs. Anderson, 111
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Wise. 387. There are apparently few decisions which follow this
extreme ruling.
The most common rule is a compromise of the two mentioned
above and the states which have compromised the rule include
Ohio. The Ohio rule is that purchases of a corporation’s own
shares generally must be made out of surplus, but in a number of
special cases the statute authorizes purchase from capital, sub
ject always to the limitation that the corporation shall not thereby
be rendered unable to satisfy its obligations. The special cases in
which an Ohio corporation may purchase its own shares from
capital are set forth in section 41 of the act and include redemp
tion of shares subject thereto; a compromise of a debt; for the
purpose of re-sale to employees; purchase from an employee under
an agreement by the corporation to re-purchase; for the purpose of
avoiding the issuance of fractional shares; for the purpose of
re-sale to shareholders having preemptive rights; and from dis
senting shareholders.
The Ohio rule regarding purchase of shares for redemption out
of capital is supported in 14 C. J. section 724, wherein it is said
that capital stock as distinguished from surplus can not be re
duced by purchasing or retiring shares in the absence of statutory
authority but that a corporation does not reduce capital stock
within the meaning of the statute by purchasing shares thereof,
when it does not retire them but sells them to others or holds them
ready for such sale and transfer. Cited in support of this rule are
cases from the courts of the United States, California, Georgia,
Iowa, Kentucky, Louisiana, Maryland, Massachusetts, Montana,
New Jersey, New York and Texas.
The distinction between purchases for redemption (and for the
special purposes set forth in paragraphs b, d, e, f, g, and h of
section 41 of the act) and purchases of shares generally is very
important from an accounting viewpoint. It is generally believed
that in order to comply with the provisions of paragraph c of
section 41 (purchase of non-redeemable shares) it would be
necessary to set up a reserve by a charge to surplus in order to tag
the amount of surplus used for purchase of shares pursuant to this
paragraph. Obviously the creation of such a reserve account in
the case of redemption of shares would be unnecessary, since the
limitations of paragraph c do not apply to the redemption of
shares. (Note the use of the disjunctive “or” between para
graphs a, b, c, etc., of section 41.)
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This distinction is also noted in 1928 O. A. G., Vol. 1, No. 1832,
wherein it is stated at page 659 in the discussion of a purchase of a
corporation’s own shares:
“Since my interpretation of the transaction in question constitutes it a
purchase rather than a redemption, the action of the corporation would be
controlled by the provisions of paragraph (c) of section 8623-41 of the code.
You will observe that this section authorizes the purchase only to the extent of
the surplus available for cash dividends and requires the affirmative vote of the
holders of two thirds of each class of shares outstanding, regardless of limita
tions or restrictions on the voting power of any such classes, or by such other
vote as may be prescribed in the articles, or by the board of directors when
authorized by the articles. This paragraph, rather than paragraph (a), would
govern since, as you state, the articles are silent as to redemption and cancella
tion. The distinction is important not only in view of the requisite vote but
also because the purchase must be made from surplus available for cash divi
dends, whereas in the case of redemption the purchase may be made if there
remains after purchase an excess of assets over all the debts and liabilities of the
corporation, plus stated capital after deducting the amount of stated capital in
respect of the shares to be purchased.”

The third method of reduction of stated capital, i. e., a transfer
to another net-worth account, is authorized by paragraph c of
section 40 of the act. This may be accomplished by a pro-rata
surrender of shares by the shareholders, a substitution of shares of
less par value for shares outstanding, or by simply writing down
the stated value of no-par shares. As already suggested, this
method is often the means of shifting an excess of assets arising
from appreciation of assets from stated capital to an account
where it may legally be made available for dividends. It will be
noted that it may be applied as a credit to a surplus account
having a debit balance and thus make current earnings immedi
ately available for dividends.
The rules for computing amounts available for payment of cash
dividends range widely in the United States. Generally speak
ing, consideration of four things is required by the various state
statutes. One: Will the capital remain unimpaired? Two: Will
the corporation be solvent after the payment of the dividend?
Three: Is the dividend being paid from cumulated profits? Four:
Is the dividend being paid from current profits?
Probably the most liberal dividend law is that of the state of
Delaware, which as amended in 1929 permits payment of divi
dends from current profits or from the profits of the immediately
preceding fiscal year, regardless of any consideration of questions
one or three above. Many states hold, however, that the first
three questions above must be answered in the affirmative before a
dividend may be authorized.
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Various court decisions and legislative enactments with refer
ence to dividend authorization may be said to have established
two widely different rules, viz., the “profits rule” and the “valua
tion rule.”
The valuation rule, which is followed by the Ohio statute, is
that dividends may be paid from a surplus which consists of an
excess of assets over liabilities, plus stated capital, after adjust
ment for losses, etc. The profits rule is to the effect that not only
must there be an excess of assets over liabilities, plus stated
capital, but that only that part of such excess arising from opera
tions shall be available for distribution in cash dividends.
Obviously the valuation rule is coming to be by far the most
popular in the United States, if one considers the provisions
generally written into corporation statutes liberalizing the re
duction of stated capital.
It is interesting to note that it is frequently stated that divi
dends can be paid only out of net profits and that net profits equal
the excess of assets over liabilities plus capital stock, net worth
reserves being considered a part of such excess (14C.J. 1210 and
1215).
The Ohio code sets forth the same general rule and in addition
makes a liberal exception in the case of depletion of wasting assets
(G. C. 8623-38-b). Moreover the Ohio statute is considerably
liberalized by the provision for reduction of stated capital (as
mentioned above) despite the necessity, set out in G. C. 8623-38b, that unrealized appreciation be capitalized. And, as before
mentioned, although any excess arising otherwise than by earn
ings is required to be separately set up and appropriately desig
nated, the statute expressly authorizes the credit of such excess to
deficit to make current earnings available for dividends.
The valuation rule is criticized by some authorities as being an
unjustified departure from the trust-fund theory, in that it might
lead to deception of both creditors and shareholders. It has even
been suggested that statutory provisions authorizing the use of
the valuation rule might be so construed by the courts that the
early English rule would be applied. Thus in 30 Columbia Law
Review, page 954 (“Anglo-American Dividend Law,” by J. L.
Weiner) it is said:
“ In deciding dividend cases the courts, if they were induced to adhere to the
common-law rule that dividends pre-suppose profits, may continue to do so
even in the face of a statute making excess asset value the basis of a dividend.
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They may hold that value for dividend purposes as has usually been determined
on accounting principles and that such principles do not justify valuations in
excess of cost less depreciation.”

The classification of shares always makes it more difficult for
the accountant in determining the proper manner of distribution
of dividends. The dividend rights of the various shares are
greatly involved by reason of the fact that preference variations of
classes of stock are almost infinite.
Generally speaking, preferences of classes of shares are provided
in the articles with reference to, 1, management; 2, dividends; and
3, liquidation participation.
The rights of preferred shareholders are a matter of contract,
and this contract is set out in the articles (10 O. J. 164). Accord
ingly, in the absence of any stipulation to the contrary every
share of stock would be equal in all respects to every other share.
And the corollary to this rule is that, where the articles are silent
with respect to any particular feature of a class of stock, then in
respect to that feature that class of stock will be equal to the
common stock. Thus it is generally held that after common
shares have received an amount of dividends per share equal to
that paid the preferred stock the latter class will be participating
if there be no contract stipulation to the contrary set up (7 Ruling
Case Law, 263).
By the same line of reasoning, if the articles are silent as to
cumulative or non-cumulative feature of the class of preferred
stock, it will be cumulative. Thus in the case of Shoemaker vs.
Dayton & O. R. Co., 10 O. Dec. Rep. 12 (affirmed in 3 O. C. C.
473) the court held the rule to be that unless the contract ex
pressly confines the payment of preferred dividends to net income
of the current year the dividends are cumulative.
In conclusion, it may be said that the Ohio corporation code, to
the extent that it concerns accounting problems, represents a
compromise between two extreme rules both in respect of dividend
payments and purchase by a corporation of its own shares.
Although the valuation rule of computing the amount available
for cash dividends (as set forth in the Ohio code) is condemned in
no uncertain terms by Mr. Weiner, 30 Columbia Law Review, 954,
and a way is pointed out, as indicated above, whereby the courts
may disregard the valuation rule written into the statute, it is my
opinion that the courts will hardly indulge in such roundabout
reasoning in order to preserve the rule that “dividends pre-sup
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pose profits.” It may be said for the Ohio code that ample
notice is given to shareholders, creditors and others by filings with
the secretary of state, indicating the probability of reduction of
stated capital by redemption of shares and the payment of divi
dends out of surplus arising otherwise than from operations and
that such notice is probably sufficient to justify all the liberaliza
tions contained in the statute regarding these questions.
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